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Abstract

All real estate transactions have one common denominator; they all involve a contract.  Thus, when a party doesn’t perform accordingly, one must look to contract law to value damages.  This article addresses questions such as who is to bear the cost of market fluctuations when there is a breach.  When do you value the damages?  The answers to these questions are ultimately resolved by applying the policies that perpetuate our traditional contractual remedies to valuing damages in the real estate context.  Further, this Article compares the residential and commercial transactions in the real estate market.  In a unique spin, this Article concludes by analyzing the wrongful breach of a partnership formed to develop real estate and concludes that the same policy issues that govern other real estate breaches fit neatly within this context, as well.

Introduction

This Article examines the various ways of valuing the cost of the reach of a real-estate contract to the non-breaching party.  It does so by examining the traditional methods of valuing breaches in the residential transaction context and analogizing those methods to the commercial context.  Specifically, this Article analyzes an Arizona case, Rhue v. Dawson, where a partnership was formed to invest in commercial real estate and one party breached the partnership agreement .
  Who bears the risk of market fluctuations and why?  Is this consistent with traditional goals? Concluding that overall goal of courts is to deter breaches and impose a remedy that gives value to one’s expectation interest, the Article suggests that valuation of real estate transactions should always seek to further these goals.  Specific performance is not within scope of this Article as its valuation discussion is very limited.

I.
The Traditional Goals of Contract Damages

Whenever potential buyers and sellers agree to make a real estate transaction, they essentially promise each other that they will carry out their end of the bargain in accordance with the agreed upon terms.  This set of promises is a contract, the breach of which, the law provides a remedy for.
  As Justice Oliver Wendell Holmes observed, “The only universal consequence of a legally binding promise is, that the law makes the promisor pay damages if the promised event does not come to pass.”
  Accordingly, it is necessary to visit the methods of valuing damages and principles upon which contract law is based in order to conclude which method best serves the non-breaching party in a real estate transaction.

Legal remedies in contract law are designed to protect three interests of the non-breaching party: (1) the restitution interest; (2) the reliance interest; and (3) the expectation interest. 
   Both the restitution interest and reliance interest, in one way or another, fall short of fully compensating the non-breaching party and should not be used when valuing a real estate breach.

Restitution awards compel the defendant to compensate the plaintiff for the value of the performance that the defendant received.
  The goal of restitution-based remedies is to return the non-breaching party to the position he was in before the contract was formed.  Suppose, for example, that Seller agrees to sell his house to Buyer for $250,000 and Buyer gives Seller $25,000 earnest money.  Subsequently, Third Party offers Seller $300,000 for the same house since market value has now increased.  Relying on a restitution-based remedy, Buyer would have no incentive to avoid breaching the contract with Seller because Buyer could easily reap a $50,000 gain by doing so.
  Buyer would only have to return the $25,000 earnest money, while making a much larger profit than he originally bargained for.  Of course, this is example is rudimentary, but it nonetheless reveals the inherent flaw in valuing real estate breaches based on one’s restitutionary interest; the breaching party receives an unfair windfall.  A critical question underlying this transaction is when should we value the non-breaching party’s damages, at the time of the breach or when the contract was made?  This will be addressed in  part II.

A valuation of an innocent party’s damages based on a reliance remedy will compensate the innocent party for expenses incurred in preparing to accept the fruits of the contract of for benefits forgone in reasonably relying on the performance of the breacher’s promise.
 Assume, once again, that Seller has agreed to sell his house to Buyer for $250,000.  In addition to the $25,000 earnest money, Buyer goes out and purchases $20,00 worth of supplies to use in repairing the house.  Once again, the market value of the house substantially increases before the conveyance and Third Party offers $350,000 for the house.  Again, Seller has no incentive to avoid breaching because he can reap an $80,000 gain by returning Buyer’s $25,000 earnest money along with the $20,000 spent in reliance.  Because reliance damages do not provide the non-breaching party with the benefit of the bargain when the market fluctuates, this valuation method also falls short of full compensation for the innocent party.

When protecting a non-breaching party’s expectation interest, courts attempt to put the injured party is as good a position as that party would have been in had the contract been performed, i.e. had there been no breach and hence, fully compensates them.  Valuation based on this interest is said to give the give the injured party, the “benefit of the bargain.”
  The expectation interest is not based on the non-breaching party’s hopes at the time of making the contract, but on the actual value that the contract would have had to the injured party had it been performed.
  Thus, a benefit from a positive market fluctuation will inevitably be received by the non-breaching party.  Suppose, in the above examples, where the parties had contracted for a $250,000 price the market price increases once again to $300,000.  In the event of a Seller breach, Buyer would recover the $50,000 market increase, while Seller would recover no damages from Buyer had he breached with the same market fluctuation.

Although, not the sole policy behind of our traditional system of valuation of breaches of contracts
, one of the main goals in the valuation system is to prevent breach.  By valuing damages based on the non-breaching party’s expectation interest, the ends of justice and equity are best served since innocent parties are allowed to realize their expectations.  “That portion of the field of law that is classified and described as the law of contracts attempts the realization of reasonable expectations that have been induced by the making of a promise.”
  A breaching party should not be allowed to retain a windfall as a result of his wrongful actions and an innocent party should not suffer while living up to his end of the bargain.

II.
Timing the Valuation of Breaches in the Residential Real Estate Transaction

The general rule is that the measure of a non-breaching party’s damages for the failure of the other party to perform under a contract of sale for realty is calculated by value as of the date of breach; subsequent market fluctuations are not relevant.  This general rule has been widely adopted by the courts and legal scholars.
  It is wholly consistent with compensating the expectation interest, mentioned supra.  To demonstrate, assume the contract price is $100,000 and the value at the date of breach is $80,000.  If Buyer were to breach, Seller would receive $20,000 in damages and could turn around and sell the house for $100,000.  Here, Seller gets $100,000, the same amount he would have received had the contract been performed.

However, not all courts have followed this general rule and have refused to value the claim at the time of the breach, but have nonetheless protected the expectation interest.  In Kuhn v. Spatial Design, Inc., the court held that the appropriate valuation where a buyer has breached in a declining market is to be calculated by the resale price of the house. 
  Specifically, the court stated, “where the seller puts the property back on the market and resells, the measure is not the contract price less value at the time of the breach, but rather the resale price, if it is reasonable as to time, method, manner, place and terms.
  This approach is expressly adopted by the Uniform Land Transactions Act (ULTA), which attempted to codify doctrines on real estate matters and essentially serve as the “UCC” of real estate law.
  However, to date, no states have expressly adopted ULTA though it seems to be mostly consistent with protecting the expectation interest.
  The “time, method, manner, place and terms” requirement ensures that the seller would be put in the same position had the contract been performed by allowing him an innocent party to be in substantially the same position had the contract been performed.  Thus, although the Kuhn Court took a different route, the Court ultimately reached a just result by embracing the same policies and goals as the courts applying the general rule.

III.
A Partnership Created for the Sole Purpose of Commercial Investments

An interesting treatment of the contractual valuation principles discussed supra is the application of these broad concepts to a partnership formed for the sole purpose of investing in commercial estate.  What valuation issues arise when the partnership ultimately dissolves because of the wrongful breach of one partner?  The potential issues raised in this context are endless.  However, for purposes of this Article, the discussion will be limited to the factors that should be considered when valuing a breach of this sort.  Ultimately, the factors to be considered, as you will see, are governed by the same overriding principles that guide all real estate transactions -  the discouragement of breach and the protection of one’s expectation interest.

A partnership is defined by the Uniform Partnership Act as “an association of two or more persons to carry on as co-owners a business for profit.”
 Expressly stated within this idea is the idea that the association is created for profit.  Inherent in this definition if a partnership is the idea that the partners have created a working contract that is to govern their behavior, with respect to themselves and third parties.  Also interwoven into the fabric of partnerships is the fiduciary duty.  As Chief Justice Cardozo stated, “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty. Many forms of conduct permissible in a workaday world for those acting at arm's length, are forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the morals of the market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.”
  By looking at an application of these many principles at work simultaneously, it becomes obvious that the same guidelines used in valuing a residential real estate breach also override a court’s valuation of breaches in the partnership for commercial investment.

Consider the case of Rhue v. Dawson, the classical tale of a real estate venture gone sour.
 In December, 1986,  Rhue and Dawson began discussions of forming a partnership for the purpose of acquiring and developing shopping center property.
  As with many partnerships, one partner, Dawson, was to contribute the bulk of the financing while the other, Rhue, would handle the general operations of the developments.  And so was the birth of “Shopping Center Enterprises of Arizona (SCEA).”
  Rhue immediately began his duties and located two sites for the partnership to purchase and re-develop; Valley Plaza Center for $3.2 million and an adjacent lot for $4 million.  To facilitate bank financing, Dawson had the properties appraised at the value they would be worth after being developed according to the partnership’s plans which was computed to be $15, 625, 000.
  The appraiser valued the Valley Plaza property at $3,625,000 “as is” market value.  A projected profit of a whopping $3, 775, 420 after expenses for acquiring and renovating was estimated and each partner’s one-half share was to be $1, 887, 710.
 Sounds like a winner, huh?

Well, it is was so attractive that one “partner,” Dawson, conveniently inserted a unilateral “Option to Purchase” clause in his favor in the agreement.
  Rhue signed the agreement without reading it carefully and two months later found himself locked out of the office with a notice of intent from Dawson to exercise the buyout provision.
  Evidence showed that after the date of the breach the market deteriorated and the valuation and thus, the valuation date became an issue on appeal.  Rhue brought suit with counts for, inter alia, constructive fraud, breach of fiduciary duty, breach of the implied covenant of good faith and fair dealing, attempted wrongful dissolution of a partnership, and unjust enrichment.

Should the relationship involved in this context change the makeup of the valuation methods employed by a court?  Are we only valuing the potential for profit from this income-producing property?  When do we value the property for purposes of compensating Rhue?  Ultimately, these answers turn on a comparison between the two scenarios.

IV.
Do the Valuation Methods and Rationale in the Residential Transaction Reconcile with Valuing the Commercial Breach?  What’s the Difference?

In order to ascertain whether it is fair, or shall I say appropriate, to apply the same principles and policies to the partnership for commercial investments as those used in valuing damages in the typical residential sale, it is necessary to first acknowledge the fundamental differences in the two.  One difference lies in the idea that parties to a contract are expected to act differently, depending on the relationship of the parties.  This is known as the “relational theory.”  Another difference lies in the incentives for engaging in the two types of transactions.

A.  Discrete/Non-Relational Contracts v. Intertwined/Relational Contracts

The undisputed originator of relational theory is Professor Ian Macneil.  Macneil says that all contracts can be viewed on a spectrum from highly discrete contracts, on the one end, to highly intertwined contracts, on the other.

[Discrete contracts] are characterized by short duration, limited personal interactions, and precise party measurements of easily measured objects of exchange.  They require a minimum of future cooperation between the parties.  No sharing of benefits or burdens occurs, nor is altruism expected. . . The parties view themselves as free of entangling strings. . Everything is clearly defined and presentiated.

The residential real estate transaction may be viewed as a discrete contract.  The buyer and seller have no continuing relationship.  Once he sale is consummated, the parties have no further obligations to one another, absent some defect in the contracting process.

[Intertwined contracts] are of significant duration.  Close whole person relations form an integral aspect of the relation. . .Future cooperative behavior is anticipated.  The benefits and burdens of the relation are to be shared rather than divided an allocated. . .The entangling strings of friendship, reputation, interdependence, morality, and altruistic desires are integral parts of the relation.  Finally, the participants never intend or expect to see the whole future of the relation as presentiated at any single time, but view the relation as an ongoing integration of behavior, which will grow and vary with events in a largely unforeseeable future.

The partnership agreement in Rhue, just as most partnerships, may be viewed as an intertwined contract.  Rhue and Dawson established an ongoing relationship whereby the two would act together over a period of many years to realize the benefits of their investments.  As a relational contract was formed between them, Rhue and Dawson owed each other a fiduciary duty.

B.  Motives Underlying the Transactions.

The motives underlying the transaction are inescapably a part of a party’s expectations and hence, are a factor to consider when valuing damages in a real estate breach.  The primary and usually sole purpose of investing in commercial property is to realize a financial gain.  This gain can be the result of a favorable market fluctuation or just pure investment savvy.  Whatever the source, the expectation of future profit is the driving force.  In Rhue, that driving force was to the tune of $3,775,420.
  Residential transactions, seemingly, have a different motivating factor.  Buyers and sellers of residential real estate seek to satisfy more personal and intrinsic goals of comfort, convenience, and pure taste.

C.  The Interplay of These Factors in Valuing the Breach.

.

Though the transactions mentioned supra and the agreement in Rhue are not completely analogous, since in Rhue the court is dealing with breach between partners and in the examples supra we are dealing with breach between buyer and seller, the same principles seem to underlie each.  When viewing the breach in Rhue  in light of the residential transactions, mentioned supra, it becomes evident that though the two have distinct characteristics and courts (correctly) seek to fashion a remedy that not only discourages breaches in partnerships, but also strives to conform to the general rules of valuing contract breaches in all real estate transactions.

Dawson claimed that because the real estate market deteriorated after his breach, he should not be held accountable for the value of the property as of the date of the breach.
  Though the court cited he general rule as its reason for valuing the damages on the date of the breach, the court seemingly relied more on policy than law in fashioning its result.
 By deciding who should get the “advantage” of the market fluctuations, the court struck a balance between the goal of preventing breaches and compensating one’s expectation interest.
  It is hardly imaginable that if the subsequent fluctuation would have made Rhue worse off  when valued by the general rule, the court would have allowed such a “hard and fast” application.  Thus, the forces that drive the court’s decisions in real estate transactions continue to be the encouragement of contractual performance while protecting expectations in the event of nonperformance.

So the question becomes does the fact that the contract in Rhue was in a “relational” contract and the fact that a commercial transaction has profit as its primary motive preclude using the same analytical framework of policy considerations used in residential transactions?  Not hardly!  Both the residential sale and the partnership in Rhue involve contracts.  Thus, the same principles are interwoven into decisions concerning breach in either case.  The breach of fiduciary duty in Rhue was governed by the UPA principles and the “relational” distinction has its ramifications in fashioning the value of damages in that context.

Furthermore, the fact that the price that most people are willing to pay for a house is a function of how much they think that house may be worth in the future is not always readily apparent.  However, the fact that most homeowners do sell their house at some point in time suggests that they consider its resale value, at least subconsciously, at the time of the initial purchase.  Indeed, many individuals regard the purchase of a home as an investment.  When viewed in this light, the differences in the transactions are minimal and value must be based on one’s expectations.

V.
Speculation in the Commercial Breach.

In a discussion of valuing commercial real estate, this Article would be remiss not to mention the problem that arises with respect to the uncertainty of future outcomes.  The very nature of any investment vehicle inherently includes a degree of uncertainty and real estate transactions are no different.  In Rhue, the court relied on an appraisal that utilized comparable sales, net income, discounted cash flows, and replacement costs.
  Courts do not seem very hard to satisfy as they have carved out rather low standards for determining value.  For example, one court stated, “to prove lost profits, plaintiff must establish a reasonably certain factual basis for computation.”
 Another said the standard is “that the existence of the profits cannot be nebulous, although there can be some uncertainty in fixing the measure or extent of those profits which certainly would exist.”

Exactly what will be “reasonably certain” or “nebulous” is never clarified by the courts and sparks another inquiry.  However, what is certain is as courts are increasingly confronted with valuation problems, the standards will raise and clarity will be brought to this area of law that is currently in its infancy.

Conclusion

No matter how we look at real estate transactions, the essence of the deal boils down to contract law.  The valuation of the damages ultimately is a function of the goal of preventing breaches and protecting an innocent party’s expectation interest in the event of a breach.  The harm from a market fluctuation should always fall on the breaching party and the innocent party should be able to realize his reasonable expectations.
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